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RESPONSE OF THE OFFICE OF CHIEF COUNSEL Chicago Mercantile Exchange

DIVISION OF INVESTMENT MANAGEMENT File No 132-3

In letter to you dated July 29 2011 the staff of the Division of Investment Management

indicated that we would not recommend enforcement action to the Commission under Section

17f of the Investment Company Act of 1940 1940 Act against any registered investment

company Fund if the Fund or its custodian places and maintains cash and/or certain

securities assets in the custody of the Chicago Mercantile Exchange ME derivatives

clearing organization registered with the Commodity Futures Trading Commission CFTC or

clearing member Clearing Member that is futures commission merchant registered with

the CFTC for purposes of meeting CMEs or Clearing Members margin requirements for

certain credit default swaps CDS that are cleared by CME We extended these temporary

no-action assurances and now extend them until December 31 2013.2

Since the issuance of this relief the CFTC has been actively working to improve

protections for customer assets.3 As the Commission stated in adopting Rule 7f-6 under the

1940 Act maintaining assets in futures commission merchants custody is not without risk.4

As result we encourage Funds to weigh carefully the risks and benefits of maintaining assets to

effect transactions in CDS with CME or Clearing Member In particular we expect that each

Clearing Member that holds assets for Fund wishing to clear CDS transactions on the CME
will comply with the CFTCs applicable regulations and guidance regarding the manner in which

Chicago Mercantile Exchange SEC Staff No-Action Letter July 29 2011 gi Chicago Mercantile

Exchange SEC Staff No-Action Letters Dec 2010 and July 16 2010

Telephone conversation between Christopher Bowen CME and Holly Hunter-Ceci Division of Investment

Management on December 29 2011

See CFTC Protection of Cleared Swaps Customer Contracts and Collateral Conforming Amendments to the

Commodity Broker Bankruptcy Protections 77 FR 6336 Feb 2012 CFTCRelease adopting requirements

regarding the separate treatment of customer funds and property i.e the Legally Segregated Operationally

Commingled Model which specify the substantive requirements for the treatment of Cleared Swaps Customer

Collateral in the Cleared Swaps Customer Account class as these terms are defined in the CFTC Release the

CFTCs public roundtable addressing additional customer protections for futures commission merchants Aug
2012 and testimony of CFTC Chairman Gary Gensler before the U.S Senate Committee on Agriculture Aug
2012

See Custody of Investment Company Assets with Futures Commission Merchants Investment Company Act

Release No 22389 Dec 11 1996



cleared CDS collateral of customer must be treated prior to and after bankruptcy of futures

commission merchant or derivatives clearing organization.5

Holly Hunter-Ceci

Senior Counsel

See CFTC Release note In addition we expect that Clearing Member will also comply with applicable

rules of the National Futures Association and CME
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Your letter dated July 28 2011 requests our assurance that we would not

recommend enforcement action to the Securities and Exchange Commission

the Commission under Section 17f of the Investment Company Act of

1940 the 1940 Act against any registered investment company
FuncI if the Fund or its custodian places and maintains cash and/or

rtn secuntes sets in the custody of the Chicago Mercantile

Exchange CME derivatives clearing organization registered with the

Commodity Futures Iradinq Ccrnmission CFTC or CME clearing

member Clearing Member that is futures commission merchant

registered with the CFTC for purposes of meeting CMEs or Clearing

Members margin requirements for certain credit default swap contracts

CDS that are cleared by CME You state that CME previously received

such no-action assurances under Section 17f of the 1940 Act but that

these assurances expired on July 16 2011

You tate that the CFTC issued temporary relief to exempt swap market

rticpants from vaous requirements under the Commodity Exchange Act

the CEA that woud otherwise apply to certain swap transactions as

result of Title VII of the Dodd-Frank Wall Street Reform and Consumer

Protection Act the Dodd-Frank Act generally becoming effective on July

16 2011 the Effective Date Order You state that the Dodd-Frank Act

and the Effective Date Order reflect an underlying policy to facilitate the

central clearing of CDS transactions to reduce systemic risk in the global

financial markets while also minimizing unnecessary disruption and costs

to the markets Consistent with the CFTCs issuance of temporary relief

you request further temporary no-action assurances until December 31
2311

Section 17f of the 1940 Act nd the rules thereunder govern the

safekeeping of Fund assets and generally provide that Fund must place

and maintain its securities and similar instruments only with certain

qualified custodians Rule 17f-6 under the 1940 Act permits Fund to place

and maintain assets with futures commission merchant that is registered

under the CEA and that is not affiliated with the Fund in amounts necessary
effect the Funds transactions in exchange-traded futures contracts and

commodity options subject to certain conditions Among other things the

futures commission merchant must comply with the segregation

equ-ements of Section 4d of the CEA and the rules thereunder or if

http/Iwww.sc.govIdivisions/investment/noct1orI20 /cme0729 11-1 7f.htm 10/9/2012
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applicable the secured amount requirements of CFTC Rule 30.7 Rule 17f-6

was intended to provide Funds with the ability to effect commodity trades in

the same manner as other market participants under conditions designed to

provide custodial protections for Fund assets By its terms the Rule does

not permit Funds to pace and maintain assets with futures commission

merchant to effect CDS transactions

The timetable for the temporary no-action assurances previously provided

to CME was based on the requirement in the Dodd-Frank Act that the CFTC

would adopt rules and issue interpretations implementing the Dodd-Frank

Act by July 16 2011 with respect to the centralized clearing of swaps

ncluding CDS As the Effective Date Order makes clear however
substantial number of the requirements of the CEA that were added or

amended by tne Dodd-Frank Act will not be effective by July 16 2011
Therefore we conclude that it is appropriate to flexibly apply the custody

rquiements of the J40 Act in this instance by providing further

ernporary no-action assurances

Based on the facts and representations in your letter we would not

iccommend enforcement action to the Commission under Section 17f of

the 1940 Act against Fund if the Fund or its custodian places and

maintains assets in the custody of CME or Clearing Member for purposes

meeting CMEs or Clearing Members margin requirements for CDS that

are cleared by CME

In particular we rely on your representations that each Clearing Member

that holds assets for an unaffiliated Fund customer wishing to clear CDS
transactions on the CME will address each of the requirements of Rule 17f-

as follows

the manner in which Clearing Member will maintain sUch Funds

assets will be governed by written contract between the Fund and

the Clearing Member which provides thatZ

the Clearing Member will comply with the requirements relating

to the separate treatment of customer funds and property

which spntfy the substantive requirements for the treatment of

cleared OTC derivatives in the OTC derivatives account class

prior to any bankruptcy

the Clearing Member may place and maintain the Funds assets

as appropriate to effect the Funds cleared CDS transactions

through CME and in accordance with the CEA and the CFTCs

rules thereunder and will obtain an acknowledgement as

required under CFTC Rule 1.20a as applicable that such

assets held on behalf of the Clearing Members customers in

accordai1ce with the provisions of the CEA

the Clearing Member will promptly furnish copies of or extracts

from its records or such other information pertaining to the

Funds assets as the Commission through its employees or

agents may request

any gains on the Funds transactions other than de minimis

aniounts may maintained with the Clearing Member only

http//www.sec.gov/di visions/investraentJrccticn/20 11 /cme0729 11-1 7f.htm 10/9/2012
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until the next business day following receipt and

the Fund has the ability to withdraw its assets from the Clearing

Member as soon as reasonably practicable if the custodial

arrangement no longer meets the requirements of Rule 17f-6

as applicable.11

Our position herein temporary and will expire on December 31 2011.11

oecause our position is based on the facts and representations made in

your letter you should note that any different facts or circumstances might

require different conclusion This letter represents only the Divisions

position on enforcement action and does not purport to express any legal

conclusion on the questions presented

Holly Hunter-Ceci

Senior Counsel

See CME Group SEC Staff No-Action Letter July 16 2010 and CME
Group SEC Staff No-lction Letter Dec 2010 CME Letters

2The Dodd-Frank Wall Street Reform and Consumer Protection Act Pub
No 111-203 124 Stat 1376 2010

3See 76 Fed Reg 35372 June 17 2011

See Custody of Investment Company Assets with Futures Commission

Merchants Investment Company Act Release No 22389 Dec 11 1996
Adopting Reiease In particular Rule 17f-6 under the 1940 Act

incornorates the safeçuards that are provided for Fund assets under the

CEA and CFTC rules For example registered futures commission

merchant regardless of its membership status is subject to the CEA and

CFTC safekeeping requirements see page 14 of the Adopting Release

This letter confirms the position taken regarding CME and the Clearing

Members under Section 17f of the 1940 Act that the staff provided orally

on July 15 2011 to Christopher Bowen of CME

See also CME Lettr supra note

See Rule 17f-6a1 under the 1940 Act

See Rule 17f-6a1i under the 1940 Act You state that the CFTC

adopted requirements to its Part 190 Bankruptcy Rules to create separate
cleared over-the-counter derivatives account class that apply in the event

of bankruptry of futures commission merchant and are intended to

nrovide customer protection parallel to Section 4d in Part 190 of CFTC
Rules See 75 Fed Req 17297 Apr 2010 You represent that in

iccordance with the CFTCs reciuirements CME rules for the cleared over
he-counter derivatives account class mirror the provisions of Section 4d of

he CEA and CFTC reoulations with respect to the futures account class

i.e 17 C.F.R 1.20 et seq including but not limited to the separate
treatment of customer positions and property from the Clearing Members

http//www.sec.gov/di visions/investment/noactionl20 11 /cme0729 11-1 7f.htm 10/9/2012
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Dositions and property You state that the CFTC has proposed requirements

on futures commission merchants and derivatives clearing organizations

regarding the treatment of cleared swaps customer contracts and related

collateral and conforming amendments to the commodity broker

bankruptcy provisions See 76 Fed Reg 33818 June 2011 You

represent that CME wW require Clearing Members to comply with these

requirements upon their effectiveness

See Rule 17f5a1ii under the 1940 Act You state that uhder CFTC

Rule 1.20a an acknowledgement need not be obtained from derivatives

clearing organization that has adopted and submitted to the CFTC rules that

provide for the segreçjation as customer funds in accordance with relevant

provisions of the CEA nd the rules thereunder of all funds held on behalf

of customers

See Rule 17f-6a1iii under the 1940 Act

See Rule 17f-6a2 under the 1940 Act

See Rule 17f-6a3 under the 1940 Act

We anticipate addiessirig these issues in more permanent way when

he CFTCs applicabL -ules are effective

incoming Letter

The Incoming Letter in format

tp //www sec go v/divisions/in vestment/noaction/201 1/cme07291 1-

17f.htm

Home Previous Page Modified 08/02/2011

http//www sec.gov/di visions/investment/noactionl20 11 /cme0729 11-1 7f.htm 10/9/2012
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Douglas Scheidt Esq

Associate Director

Division of Investment Management

cs and Exchange Commission

iG0 eet N.i

Washington D.C 20549

Re Applicability of Rule 7f-6 to Cleared CDS Transactions

Dear Mr Scheidt

Pursuant to our recent telephone conversations with the Division of Investment

Management the Division staff we are submitting this letter to request further

tempor2ry no-action assurance that the Division staff will not recommend enforcement

ac 10 he ccurities and Exchange Commission the Commission under Section

17f of the Investment Company Act of 1940 the 1940 Act against any registered

Investment Company Fund if the Fund or its custodian places and maintains cash

securities and/or other property assets in the custody of the Chicago Mercantile

Exchange CME or futures commission merchant FCM registered with the

Commodity Futures Trading Commission CFTC that is CME clearing member

CME Clearing Member for purposes of meeting CMEs or CME Clearing

Members margin requirements for certain credit default swan contracts CDS that

are ceared by CME We note that the Division staff has previously taken this position

in letter dated July 16 2010 the CDS No-Action Letter which was extended in

let ited 3cen-he 2010 together with the CDS No-Action Letter the Current

CDS No--Action Letter.1

The CFTC recently issued temporary relief to exempt swap market participants

from various requirements under the Commodity Exchange Act as amended the

CEA that would otherwise apply to certain swap transactions as result of litle VII

of the Dodd-Frank Wall Street Reform and Consumer Protection Act the Dodd-Frank

Act generally becoming effective on July 16 2011 the Effective Date Order.3

The Dodd Fak Act and the Effective Date Order reflect an underlying policy to

facilitate ti-ic central clearing of CUS transactions to reduce systemic risk in the global

CME Gfc.up SEC No-Ation Letter Fed Sec Rep CCH 76532 July 16 2010 and

CNIF Group SEC No-Actior etter Fed Sec Rep CCH 76.626 December 2010

The Dodd-Frank Wall Street Reform nid Consumer Protection Act Pub No 111-203 124 Stat

I3 2CiO

76 Fed Reg 35372 .in 17 2011

Wo ir Ctr th or 087 CNU4L 239 200 LM2rlG21 29 230 crnegroupcom
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finanrid markets while aso minimizing unnecessary disruption and costs to the

markct. Consi3tent with the CFTCs issuance of the Effective Date Order we are

requhng that the Division staff issue further no-action assurances for CDS
transacLions as described above until December 31 2011

Section 17f of the 1940 Act and the rules thereunder govern the safekeeping of

Fund assets and generally provide that Fund must place and maintain its securities

and similar instruments only with certain qualified custodians Rule 7f-6 under the

1940 Act permits Fund to place and maintain assets with an FCM that is registered

under the CEA and that is not affiliated with the Fund in amounts necessary to effect the

Fund transacions in exchange-traded futures contracts aid commodity options

subje tio certain conditors Among other things the FCM must comply with the

segretion reouiremeits of Section 4d of the CEA and the rules thereunder or if

applich1e the secured amount requirements of CFTC Rule 30.7 Rule 17f-6 was

intended to provide Funds with the ability to effect commodity trades in the same

manner as other market pnrticipants under conditions designed to provide custodial

for Fund assets fly its terms Rule 7f-6 does not permit Funds to place and

maint a.scts with an FCM to effect CDS transactions

CF FC regulations ard 2ME mies require any CME Clearing Member who

clean CJS transactions for customers to be registered as an FCM and to ensure that

custoi funds and praoert are treated separately from ts vri proprietary positions

and Li its affihates ir hs regard the CFTC has adopted amendments to its Part

15 cikrupcv Rules to create separate
cleared over-the-ccunter OTC

dervies account ass the OTC Derivatives Account Class that would apply in

the event of the bankruptcy of an FCM which became effective May 20l0 At

present the CFTC is relying upon Derivatives Clearing Organizations DCOs such

as CY- to adoot rules specifying the substantive requirements for the treatment of

cleared UTC derivatives in the OTC Derivatives Account Class prior to any bankruptcy

CME rides ve OTC Deriaiives Account Class mirror picvsions of Section 4d

of the CA anci the CTC ul9.tioks with respect the fiflu account class i.e 17

see dirig but tlot limited to he senare tratment customer

poYl od prty orn Ne FCWs positiocs ad propeny CMEs rules for the

OTC ri Acitt 1.ss became effective on October 2010 As result all

l\nds rd ocrperty reeive istemets connection with purchasing or holding

keg 7297 tnH 2CflO adeptirLr tinal rules establishing sixth and separate

account class ppiicabie ciearea OTC derivatives only Fed Peg 40794 August 13 2009

tprI.5lIh rs 3tI six sparat ccunt cias ppbe fo cleed OTC
drie

etti flt Ls Dir te and ssci3e Geser Cisei CME ioup to David

iaei SL rLewi 20 \subI itji am dycits to CMEs rules

t1i r.eu fof trarr.cr.t of ccad OIC derivaties in the OTC
Cls i0 sn PM akruptv
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CDS positions are treated as part of the OTC Derivatives Account Class

The CFTC recertly rcposed cequirements which woutd be applicable to FCMs
and lOs iea.ding hc tiatrrent of cleared swaps custonmr contracts and related

coflateral rd confrniie amendments to the commodity broker bankruptcy

provsls CME Efl lv Clearlc Members will comply with these requirements

mon effec veness of fu ules

he linetable or the temporary no-action assurances previously provided to

CMF the Division staff ws based on the requirement that the CFTC promulgate

final rules implementing the Dodd-Frank Act by July 16 2011 with respect to the

centrkzed dealing of swap inciuoing CDS transactions As the Effective Date Order

makes cear l.oviever substantial number of requirements of the CEA did not become

effe tr by hf 16

i1E eir who hDlds assets an unaffiliated Fund

USLO cat 1L will address cad tie it.qu1remerits of Rule

rr vTh ac CMi Ckaring Member will maintain such Funds

assets ili be coverned
cy

/ritten cortract between the Fwid and the CME Clearing

mHr tci provies th

rIle tML le ru ber iiJ compy with Uie reqwrements relating to

re pa en u1rner flinds and prperty which specify the

ubsrnti uremmts for the tretnent of c3red OTC deivatives in

atives oLtnt class pic to any ixniuptcy

Li4E Cl rrng Muiber may pace and rnainain the Funds assets as

ate eftec the Furds seared CDS tansactioris through CME
nd in accdae win the CEA and the CEICs rules thereunder and

.cili cain knoviedement as required under CFTC Rule 1.20a

apoic.bi tat sth asses arc hd on behaif of the CME Clearing

lnars ir accordance with the provisions of the CEA

ie tviF lcg Maer wijl proiptly lujaish copies of or extracts

.r orer nmr aten srt iinc tc the Fiinds assets

41 CFC Riic ar anowdgeinent need

ohtan.c fro DC ME that has aoped an bnine4 to the CFTC rules that

idr or sctcc o.n ld ir acorur.ce wln aarIl rovsici of the CEA
th ia rrcti cc
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the Corsion through its employees or ageits may request

ains Funds transactions other than de minimis amounts

ay iiied vith the CME Clearing Member only until the next

L.snes oiwin ceipt .ne

Fund has Oie abitv to withdraw its assets from the CME Clearing

nbe is riiablv pra-cab1e ii utodiai amngement

ior.ci iemnts ol nle 1f_ .s applicable

the foreo we heeve that it is appropriate for the Division staff to

flexib apply cust Hremers of the 1940 Act in this instance which would

be cci sien oh takei by the Commission and the Division staff in

appii the Csodv reurement ScPon 7f of the 1940 Act as retlected in

the tte eIl 1ie ioNcie 2ulated in the Effective

Date OIer

csfs rce ad tal detail please do not

hesitata to contt hc urde- 21 292
Sirmcereiv

Chmisti Boviu

Managg Director

Chief Regulatory Counsel

Se ulp 7-a iiund the 1940 A.s

Ac


